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Shareholders are encouraged 0 attend the second Annual Meeting of Talon Petroleums Ltd., to be held on Thursday, 


September 3 ,.1998 at 10: 00 A.M. (Calgary time) in the Banff Room of the Westin Hotel located at 3rd Street and 4th 
Avenue, S.W. , Calgary, Alberta. Shareholders who are unable to attend are asked to complete and return their Form of 


~ Proxy to | Moxitreat Trust Company of Canada, Stock Transfer Services, 600, 530 - 8th Avenue, S.W., Calgary, Alberta T2P 
388. ms 
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HIGHLIGHTS 1-28 Business eee 766 2R6 


Edmonton, Alberta 


Talon’s year ending March 31, 1998 showed significant changes, growth and successful efforts that have ' Production 


positioned Talon for continued growth in the upcoming year. (boe/d) 


500 
Highlights for the year include: 


400 
A Talon received its listing approval from The Alberta Stock Exchange and began trading as a public Com- 
pany under the symbol “TAP” on June 24, 1997; 


A Talon raised a total of $2.5 million during the year from its Initial Public Offering ($1.5 million in June of 
1997, priced at $0.75 and a $1.0 million Private Placement Flow-through Issue in December 1997 priced 
at $0.90); 


1997 1998 


A At March 31, 1997, Talon set a production goal to exceed 400 barrels of oil equivalent per day (“boe/d”) 


by March 31, 1998. Talon has surpassed this target by increasing daily production from approximately 


250 boe/d at March 31, 1997 to exit on March 31, 1998 at approximately 500 boe/d ; Gross Revenue 
($ thousands) 


A Talon’s reserves (proven plus half probable) have increased from 395 Mbbls oil and NGL’s and 476 MMcf 


gas at March 31, 1997 to 875 Mbbis oil and natural gas liquids and 2,294 MMcf gas at March 31, 1998. a 

This represents an increase of 122% for oil and natural gas liquids and 382% for gas for an overall as: 

reserve growth of 150%; 1,200 

800 

A Talon’s gross revenue from operations increased 272% for the period from $523,427 to $1,951,312 and 400 

cash flow increased by 719%, from $162,935 to $1,335,192. Talon’s corporate netback for the period ; 
averaged $16.04 per boe versus $8.63 per boe in the previous year; 1997 1998 


A Talon’s land position grew to 41,485 gross (9,625 net) acres, of which 70% is classifed as undeveloped 
property. The majority of the new land acquisitions were in the Peace River Arch area where Talon holds 


7,200 gross (4,160 net) acres with an average working interest of 58%. The Peace River Arch area 


Cash Flow 


provides Talon with the foundation for growth primarily on multi-zone gas related projects and high (® thousands) 


quality (40 degrees API) crude oil potential; 

1,500 

A Field operating costs have been reduced year over year, from $13.19 per barrel at March 31, 1997 to 
$3.70 per barrel at March 31, 1998; and 


1,000 
750 


A General and administrative expenses increased in 1997 from $111,573 to $214,740, primarily as a result 500] 


of moving from a startup company to a full cycle exploration and production company. Through the 
period Talon’s daily average production was 228 boe/d and general and administrative costs averaged 


$2.58 per boe. 1997 1998 
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PRESIDENT’S REPORT TO SHAREHOLDERS 


We are pleased to report on the Company’s strong performance in the past year where we achieved growth on 
all fronts, including production volumes, revenue, cash flow and reserves. By year end we exceeded our goal for 
reserve volume additions, production rates and cash flow per share. Reserves on a barrel of oil equivalent (“boe”) 
basis increased by 150%, production volumes increased by 100% and cash flow, despite depressed pricing in the 
third and fourth quarters, increased by 719% over the prior year. As a measure of our success, Talon exited the year 


with production rates of approximately 500 boe per day versus 250 boe per day in the prior year. 


Although Talon was incorporated in March 1996, activities truly commenced in November 1996, with our 
initial Private Placement. Considering the short life history of Talon, we are proud of current accomplishments. 
However, we know that continued growth in all aspects of our business is essential for continued shareholder 
growth. With our success, we have had the opportunity to become a full cycle exploration and production com- 
pany. Steps have been taken to increase our exposure and to operate new internally developed prospects, which 
will provide high impact growth opportunities in the future. A large portion of Talon’s activities in the past have 
been restricted to the winter drilling season, and we recognized the need to become more active in areas that 
provide year round access. We have achieved this strategic objective by securing several new internally generated 
prospects in the Rainbow and Peace River Arch area of Alberta. Talon has significantly expanded its undeveloped 
land holdings in the Peace River Arch area, through a combination of land sale acquisitions and farmins. Through- 
out the second and third quarter we expect a number of wells to be drilled to test current prospects which provide 


additional follow-up drilling opportunities on secured lands. 


We are not optimistic about near-term improvements in commodity pricing, particularly oil prices for the 
balance of 1998, however, all of our current oil production is above 38 degrees API which lessens the impact of 
weak oil prices. Talon expects to focus the majority of its upcoming capital spending on natural gas oriented 
projects. We recognize the need to balance our production to a 50/50 split between oil and natural gas and have 
been successful in acquiring numerous natural gas prospects. It is our current intention to exploit only those oil 


prospects in inventory that will provide immediate cash flow until oil prices rebound to approximately $17.00 
WTI. 


The past year had numerous successes and some disappointments. Disappointments included a dry well drilled 
at Valhalla and the overheated industry activity, resulting in excessive capital expenditures for services from truck- 
ing to drilling. We anticipate some reduction in future service costs throughout the upcoming year with the ex- 


pected decline in industry capital budgets and reduced activity. 


Talon has entered 1998 with a solid financial position; no debt, increasing cash flow from third and fourth 
quarter activities and an unused $3,000,000 dollar credit facility. A combination of working capital, cash flow and 
our credit facility provides us with the ability to invest in new projects during 1988 without any dilution to share- 
holders. This underlying financial strength could be tested in 1998, however, with continued low oil prices. We are 
optimistic about natural gas prices and anticipate relative stability when compared to the prior year. With Talon’s 
activities focused on secured natural gas projects and our dedication to cost control we anticipate being rewarded 


by mitigating the impact on cash flow from lower oil prices. 
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During the fourth quarter we saw the impact of lower prices result in an average netback per barrel of oil of 
$13.39 versus $16.18 and $18.64 in the prior two quarters respectively. Based on current oil prices, Talon 
anticipates netbacks between $10.00 - $12.00 per barrel due to our relatively low operating and general and 


administrative costs and high quality crude oil product. 


New growth will materialize primarily through our planned drilling program. We will, however, continue to 
evaluate merger and acquisition opportunities that have a strategic fit geologically, geographically and at a cost 
that is competitive with internally generated results. In order to increase our production volumes, and achieve 
reserve growth and high netbacks from our production similar to our historical performance, we will continue to 


be diligent in the review of all of our capital expenditures. 


The most important resource to ensure continued growth is our people, all of whom are shareholders and 
have a vested interest in the continued growth of Talon. During the year we significantly increased our profes- 
sional abilities with the addition of Mr. George Norgard, Exploration and Mr. David Blain, Accounting. Each of 
these individuals, when added to the current Talon mix, will play an important role in carrying out the Company’s 
strategy of initiating, controlling and operating opportunities as they are created. The real benefit to Talon is the 
resourcefulness, ability and dedication of our employees and consultants. Their efforts have created a platform 
from which consistent and material growth can be attained. In addition, the wise direction, support and enthusi- 
asm of our Directors is a valuable asset for which we are grateful. Finally, we express our appreciation and 
thanks to our shareholders, financial partners, institutional and individual for their continued support and interest 


in Talon’s evolution. 


Respectfully submitted on behalf of the Board of Directors, 


Larry W. Lefaiyfe 
President and Chief Executive Officer July 17, 1998 
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AREA REVIEWS 


Talon’s activities are concentrated in two core areas; the Peace River Arch area and the general Rainbow 
area. In both areas, prospects are supported with 2-D and 3-D seismic and provide drilling opportunities for 
light oil and natural gas. Talon successfully acquired an additional 2,880 gross (1,072 net) acres in the Rain- 
bow area and 6,560 gross (3,840 net) acres in the Peace River Arch area at land sales and has secured 10 
sections of land under a farmin agreement. These areas will continue to provide additional growth opportuni- 
ties for light oil (40 degrees API) production and multi-zone natural gas prospects. Drilling and oilfield 
services throughout the past year were extremely difficult and expensive to secure due to the record breaking 
industry activity. With the softening of oil prices, it is our belief that land acquisition and drilling costs will be 
reduced to some degree throughout 1998. Talon has an established and strong technical team, and with the 
addition of newly acquired prospects in its core areas, has numerous opportunities to exploit oil and natural gas 
prospects. Talon continues to pursue and acquire oil and natural gas prospects that have been internally gener- 


ated and secure partners with similar strong technical personnel and operational synergies. 
Rainbow 


Talon participated in three 
horizontal Keg River wells dur- 
ing the year in the Rainbow 
area, of which one was a new 
well from surface, and two were 
re-entries from existing vertical 
wells. Talon has a 20% work- 
ing interest in the new well from 
surface, which produces 400 
gross (80 net) barrels per day 
(“b/d”) of 40 degree API oil on 


a restricted choke. A further extension of the existing lateral and an additional horizontal re-entry are still 


possible on lands currently held Talon. 


Talon has 10% and 50% working interests in two Rainbow re-entries. Both re-entries encountered oil pay 
in the Keg River and initially produced 40 degree API oil at high rates, with a low water cut, but both wells 
went to high water cuts very quickly. Talon’s 10% interest well has been successfully re-completed and is 
currently producing 100 gross b/d with a 20% water cut. A recompletion attempt was made on the other 
horizontal well, but mechanical equipment failure resulted in equipment being lost downhole. Talon believes 


that with a successful workover, the well may be restored to production. 
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Talon also acquired a 100% working interest in 320 acres of land offsetting the Rainbow Muskeg II and Keg 
River K pool. Talon granted an industry partner a 25% working interest in its land for shooting a 3-D seismic 
program on and around Talon’s lands. The Company retains the right to participate at up to 75% in a well or may 
farm out any portion of its interest on a 100/50 basis after payout should the partner elect to drill. The seismic 


data is currently being evaluated and no election has been made by the partner to date. 


Haro 


In this area, the Company participated at 50% in a Keg River horizontal re-entry on a farmin of 1.5 sections, 
with a 7.5% non-convertible royalty reserved to the farmor. The well initially came on production flowing at 
500 b/d gross of 42 degree API oil on a restricted choke, but will be produced at substantially lower rates. A five 
mile pipeline tie-in has been built to facilitate year round production. A 3-D seismic program is being evaluated 


to determine the potential for follow-up locations on the farmin acreage. 


Sousa-Fire 


Talon participated in four successful 
Keg River horizontal re-entries over the 
winter drilling season, including two wells 
at 10% interest in Sousa and two wells at 
14% in Fire. The initial program of five 
to six horizontals was not fully completed 
due to a mild winter which resulted in late 
freeze-up and early breakup. The four 
new wells are currently producing a com- 
bined 750 gross (100 net) b/d of 40 de- 
gree API oil. 


Two Keg River pools with 3-D seis- 


mic coverage on Talon working interest 


lands are horizontal candidates and have 

not yet been drilled horizontally. We believe there are still up to 13 additional laterals that could be drilled in the 
producing pools to more fully exploit existing reserves in this area. This area will continue to provide Talon 
with a stable, low cost production base, due to the inventory of opportunities and existing infrastructure (includ- 


ing pipelines and a battery in which Talon has a working interest). 
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Peace River Arch 


Talon is becoming an active explorer in the Peace River Arch area of northwestern Alberta. The Company is 
targeting lower risk, shallow to medium depth prospects in areas with multi-zone potential, where natural gas is the 
primary objective and where year round access is possible. Talon operated one exploration well (50%) at Valhalla 


in 1997, which was abandoned. Talon has been successful in acquiring interests in additional prospects in this area. 
Snowfall 


Talon participated in a successful Lower Cretaceous/Mississippian farmin well at 50% before payout (30% 
after payout). The well was recently tied in and is currently producing 700 gross (350 net) Mcf per day. A contigu- 


ous section of land, which was earned with this farmin well, is being evaluated for a second location. 
Gordondale 


Talon participated in a new horizontal Charlie Lake oil stepout location at Gordondale. The well is currently 


being evaluated for Charlie Lake oil or up-hole natural gas completion. 


Talon has an interest in 3.75 sections of land on this play, with only 3 oil spacing units currently productive. 
Additional step out locations exist on Talon acreage. Additional horizontal potential from existing wellbores 
exists, which could enhance recoveries and production rates from the Charlie Lake zone. Uphole natural gas 


zones not previously tested in offset wells may provide additional upside potential to this property. 

Valhalla 

Talon has 50% interest in a Doe Creek light oil prospect directly offsetting the Doe Creek T & U pool. Talon 
is currently finalizing plans with its partner to drill a Doe Creek test, with the potential for one to three additional 
wells if the first well is successful. Talon also has 50% interest in a Triassic Boundary Lake light oil prospect. 

Rycroft 

Talon has acquired one section of land at 100% and is currently negotiating with an industry partner to pool 
and equalize in an additional section of land that they own 100%, and to jointly acquire another section of land 
containing a producing well. If the pooling is successful, Talon plans to participate at 50% in a new well. There is 


additional crown land available and additional drilling locations, should the first well be successful. 


Talon has acquired 50% interest in one section of land on a Triassic Worsley prospect. Talon is currently 


attempting to acquire additional interests in the area prior to drilling. 
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Pouce Coupe 


During the year, Talon acquired an interest in 150 miles of trade seismic has shot new seismic at Pouce 
Coupe. Talon also acquired an interest in 8.5 sections of land with at least three initial drilling locations and up 
to five prospective natural gas zones and one oil zone in the Cretaceous and Triassic. Talon has committed (33% 
working interest), along with an industry partner, to drill a farmin well to earn 65% after payout in two sections 
with rolling options to earn up to eight additional sections on the same terms. Talon is also in discussions with 
another industry company that holds offsetting lands, to pool and jointly drill a deeper Triassic Doig test. These 
prospects are primarily medium to low risk opportunities directly offsetting producing wells, or wells which have 
tested natural gas from various zones. Talon also has a recompletion opportunity which tested natural gas from 


the Paddy Sand. Talon’s working interests in this area range from 27.5% to 50%. 
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MANAGEMENT'S DISCUSSION & ANALYSIS 


Highlights 
1997 
($ 000's) ($ per boe) 

Oil and Natural Gas Revenue $1,951,312 8 23.44 $223,407, S 2774 
Royalties (Net of ARTC) 100528 fae 18,891 1.00 
Operating Expense 307,800 3.70 249,220 13.19 
Operating Income 1,542,984 18.53 20316 3152 
Administrative (27 ae 111,573 5.91 
Depletion, Depreciation and | ee | 

Site Restoration 525,350 6.31 123,400 6.53 
Interest Expense 30,831 0.37 | — — 
Other Income Aho oe 04S 19,192 ieO2 
Income Before Income Taxes 809,842 9.72 39,53) ZO 
Income Taxes 261,000 3.13 7,500 0.40 
Net Income — 548,842 6.59 © 32,055 70. 
Cash Flow LI35192 to 162,935 8.63 


Results of Operations 


During the period, the Company achieved higher reserves, revenue, net income and cash flow, due to higher oil 
and natural gas volumes and from strong pricing of oil throughout most of the year. On a per share basis, cash flow 
was $0.10 on March 31, 1998 versus $0.02 at March 31, 1997. Cash flow per share at March 31, 1998 included the 
additional shares issued in our Initial Public Offering, the Private Placement in December 1997 and the exercise of 
300,000 Broker Warrants in January of 1998. Talon’s net income was $0.04 per share compared with $0.00 per 
share at March 31, 1997. 


Revenue 
Talon’s gross revenue for 1998 rose 273% to $1,951,312 compared to $523,427 in 1997. Production of crude 
oil averaged 228 barrels per day through the year compared to 125 barrels per day in the prior year. Talon’s 


average realized price was $23.44 per barrel in 1998, compared to $27.71 per barrel in 1997, a 15% decrease in the 


period. 
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Operating Costs 


Field operating expenses for the period ended March 31, 1998, totalled $307,800, or $3.70 per barrel of oil, 
compared to $249,220 or $13.19 per barrel in 1997. This decrease was the result of facility upgrades at Sousa-Fire’ 
and smoother throughput of Talon’s tied in oil production to central facilities versus trucking charges. As more 
production is pipelined directly to central processing facilities (i.e.: Haro) field operating expenses should remain 


relatively consistent for the upcoming year. 
Royalties 


Talon pays royalties assessed by the Crown in Alberta. Royalties paid are reduced through the Alberta Royalty 
Tax Credit (ARTC) program. All of Talon’s production qualifies for ARTC. Royalties are also paid to others as a 
result of farmins or acquisitions. After the rebate of the ARTC, the net average royalty rate paid on Talon’s 
~ production was $1.21 per boe or 5.2% of gross revenues. For the prior year, royalties amounted to $18,891 or 
$1.00 per boe. The increase in royalty expense is a direct result of higher production volumes. A significant 
portion of Talon’s production base is subject to reduced royalties payable, as a result of the Alberta royalty cap 


program for re-entering existing wellbores for horizontal drilling. 


Changes in Operating Income 


1998 : a % Change 


Gross Revenue , $1,951,312 9523.427 273% 
Oil Production Volumes (average bbl/d) 228 125; 82% 
Gross Product Crude Oil Price ($/bbl) bao $93.44 $27.71 (15)% 
Royalty Expense Net of ARTC ($/boe) | S:12F $ 1.00 21% 
Operating Expense ($/boe/d) — $ 3.70 $13.19 (256)% 
Cash Flow $1,335,192. $162,935 719% 


Administrative Expense 


Administrative expense for the year ended March 31, 1998 was $214,740. This increase is attributable to 
growth in the Company’s technical, support staff and consultants and greater activity levels. Currently, the Com- 
pany has two full time employees and three consultants. On a boe basis, administrative expense decreased to $2.58 
in 1998 from $5.91 in 1997. An additional $139,000 in administrative expense related to acquisition, exploration 
and development activities, were capitalized in 1997, compared to zero in the prior year. In the coming year it is 
expected that administrative expense will continue to decrease on a boe basis as new production discovered in the 


third and fourth quarters is onstream for a longer period of time. 
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Depletion, Depreciation and Site Restoration 


1997 
($000’s) ($ per boe) 


ba 
repnaspioiiniooinly 
ios) 
Depletion, Depreciation and bene Aa 
Site Restoration 525350 123,400 6.53 
Depletion and depreciation and site restoration expense is provided for on a unit of production basis. The 
increase is due to higher production volumes, partially offset by a 3% decrease in the rate per boe. At March 31, 
1998, $791,400 of undeveloped land was not included in the cost base for depletion which includes capitalized 
costs and future development costs associated with proven reserves. The Company estimates future site restoration 
costs, based on current regulations, costs, technology and industry standards at March 31, 1998 of $512,000 of 
which $70,000 has been provided for, leaving a remaining amount to be accrued of $442,000 over the remaining 


proven reserves. 
Interest Expense 

At March 31, 1998, no interest expense has been incurred for borrowing from the bank. Interest included fees 
paid to Revenue Canada for unexpended capital costs versus renounced CDE tax pools from the flow-through 
share financing conducted in November 1996 and bank fees paid for the line of credit. 
Income Taxes 

Taxes on income were deferred during 1998 and 1997 through the utilization of tax pools available to shelter 
current income. At March 31, 1998, the Company’s remaining tax pools where approximately $3,200,000. Addi- 


tional information regarding income taxes is disclosed in the consolidated financial statements and in the summary 


and proforma section of this annual report. 
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Capital Resources 


To date, Talon has funded its capital expenditure program through a combination of cash flow and equity. 


The following tables reflect sources of funding and capital expenditures from incorporation to March 31, 1998: 


Capital Expenditures 1998 1997 Total 
Land and Acquisitions $ 718,296 $ 952,766 $1,671,062 
Geological and Geophysical 79,820 24,028 103,848 
Drilling and Completion (Net of Tax Effect) 2,285,404 467,361 2,752,765 
Plant, Property and Equipment 520,781 184,972 705,753 
Office and Capitalized Overhead 146,079 DHT 173,676 
Total Expenditures $3,750,380 $1,656,724 $5,407,104 
Funded By 

Cash Flow From Operations $15335,192 $ 162,935 $1,498,127 
Issuance of Special Warrants — 2,000,000 2,000,000 
Issuance of Common Shares 2,619,999 300,620 2,920,619 
Share and Warrant Issue Costs (Net of Tax Effect) (877,280) (278,933) (1,156,213) 
Change in Working Capital 672,469 (527,898) 144,571 
Total Funds “ $3,750,380 $1,656,724 $5,407,104 


Talon had no bank debt at March 31, 1998. A working capital deficiency of approximately $260,000 
existed. At March 31, 1998 Talon had a revolving demand credit facility which provided for the borrowing of 
up to $1.7 million and was subject to periodic review by the Lender. This credit facility was re-negotiated 
based on Talon’s March 31, 1998, engineering evaluation and has subsequently been increased to $3,000,000. 
It is secured by a general security, a floating charge on land and an undertaking by Talon to provide additional 
fixed charge security upon demand. Talon believes that its debt facilities and cash flow generation capability 
provide adequate flexibility to fund capital expenditures, debt service requirements and further growth over 


the next year. 


During the year, the Company issued 2,000,000 common shares pursuant to its Initial Public Offering for 
gross proceeds of $1,500,000 and the Company issued 1,111,110 common shares pursuant to a flow through 
arrangement, under a private placement for gross proceeds of $999,999. These proceeds were used to fund 
exploration and development activities and all renounced expenditures have been incurred by February 28, 
1998 and therefore, no interest expense will be payable as in the prior year. In addition, 300,000 Broker 
Warrants were exercised at $0.40 per warrant and 300,000 common shares were issued as a result. At March 


31, 1998, Talon’s long-term debt to equity ratio was zero. 
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Reserves 
(Mboe) 


1,200 
1,000 
800 


600 


1997 


1998 


Business Risks 


The oil and natural gas industry involves a wide variety of business risks, that impact all active participants. 
These include, but are not limited to risks associated with acquiring, exploring, developing and producing eco- 
nomic reserves, securing markets for production, unstable commodity prices, exchange and interest rate variations 
and changes to governmental policies and regulations. Certain additional risks are inherent to the oil and gas 
industry while others can have an indirect and significant impact. In some cases, risks are controllable while others 
are not. Protection of the environment and safety of the public are important issues to Talon’s management and 
Board of Directors. The Company has a functioning Corporate Emergency Response plan and Safety Policy in 
place that adhere to government policies and directives. Talon regularly reviews and monitors its corporate plans 
to ensure continued compliance with governmental policies and regulations. Talon attempts to manage and miti- 


gate its business risks through the employment of operational and financial strategies such as: 


— extensive geological, geophysical, engineering, environmental and financial evaluation 
— efficient and effective use of technology, tools and training 

— balanced portfolio between oil and gas 

— diversified geographical areas of operation 

— monitoring commodity price, foreign exchange and interest rates 

— proper property and insurance coverage 


— competent and skilled personal 
Reserves 


Talon’s crude oil and natural gas reserves (all located in the Province of Alberta) were evaluated by Sproule 
Associates Ltd., effective March 31, 1998. On a proven plus probable basis, reserves increased dramatically in 
1997 to 1.1 million boe from the previous year’s 442 thousand boe. This increase is directly attributable to the 
Company’s successful drilling efforts throughout the year and the acquisition of low risk probable prospects. Ona . 
proven plus probable basis, oil and natural gas liquid reserves increased by 122% to 875 thousand barrels and 
natural gas reserves increased by 382% to 2.3 billion cubic feet. Both of the oil and natural gas increases are net of 


1998 production and adjustments. 


Additions to oil and natural gas reserves, proven plus probable, on a boe basis replaced 8.98 times last year’s 


production volumes. 
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Reconciliation of Reserves 


Oil & Liquids Natural Gas 

Proven Probable Proven Probable Total 

Mbbls Mbbls MMcf MMcf Mboe 
March 31, 1996 _— — — — = 
Additions 392 21 482 — 461 
Production (18) — (6) a (19) 
March 31, 1997 374 21 476 — 442 
Additions 35) Di L322 500 745 
Production (83) — (4) — (83) 
March 31,1998 642 233 1,794 500 1,104 
Present Value (DCF) 
March 31, 1998 Total 

Mboe | 10% 15% 
) ($000’s) 

Proven i Sets 821 8,849 7,891 
Probable j 283 2,543 2.137 
Proven & Probable 1,104 Meson 10,028 


Ceiling Test 


Each year the Company performs a ceiling test in accordance with the Canadian Institute of Chartered 


Accountants’ Full Cost Guideline. The ceiling test is a comparison of the net book value of the Company’s oil ene Vile 
and gas properties proven potential to be recovered. The 1998 ceiling test was performed based on year-end (Proven + Probable) 
Canadian prices of $21.14 per bbl of oil and $1.80 per Mcf of natural gas. Calculations resulted in future net ($ millions) 


revenues from proved reserves exceeding the net book value of oil and gas properties. 


1997 1998 
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Finding and Onstream Costs 


Finding and onstream costs are an important guideline for calculating a company’s ability to create and sustain 
growth. In 1997, the finding and onstream cost per boe for many companies in the industry were significantly 
higher than previous years’ due to the higher costs of land and corporate acquisitions, and the fierce competition for 
services which increased prices paid for drilling and service rigs. Due to the short history of Talon (18 months in 
operation) finding and development costs have been calculated from incorporation to the period ending March 31, 
1998. This resulted in an average cost of $5.08 per boe on a proven plus half probable basis and $5.86 per boe on 
a proven basis only. As Talon is now a full cycle company, it is important to note that costs incurred to date to 
purchase land and seismic have been included in our finding and development costs even though reserve additions 


may not result until a subsequent year. 


Finding and On-Stream Cost Summary (from Incorporation to March 31, 1998) 


1998 1997 Total 
Capital Expenditures ($000’s) $3,750 $1,657 $5,407 
Reserve Additions (000’s boe) 
Proven 483 440 923 
Probable - 50% 131 11 142 
Total 614 451 1,065 
Finding, developing and acquisition costs ($/boe) 
Proven S716 Soe $ 5.86 | 
Proven plus 50% Probable $ 6.11 $ 3.68 $ 5.08 
Estimated Net Asset Value - March 31, 1998 

1998 1997 


(000’s except per share amounts) 


Reserves (10% DCF Proven + Probable) $11,392 $ 5,606 
Undeveloped Land 791 ) aay 
Net Asset Value $12,183 $ 5,606 
Number of Common Shares Outstanding — Basic 15,211 11,800 
Net Asset Value per Share $ 0.80 $ 0.48 
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Year 2000 Compliance 


The Management and Directors of Talon are aware of the Year 2000 issue (““Y2K”’) and the potential impli- 
cations on our business. Talon has taken steps in this regard by converting its accounting system to a Y2K 
compliant system. In addition Talon has ensured that production revenue from purchasers will not be affected or 
delayed by Y2K. With regard to the impact of Y2K on the balance of our suppliers of goods and services, Talon 
will endeavor to remain informed of the issues and attempt to ensure that appropriate action is taken, should 
issues or problems arise. At this point in time, Talon does not expect any material impact on its operations or 


financial earning capabilities. 
Sensitivity Analysis 


The Company faces uncertainties with respect to commodity pricing and production volumes. The follow- 


ing table outlines the effect on Talon’s cash flow to operational and financial condition based on the assumptions 


stated: 

Cash Flow Effect 
Variable Estimate Variation ($000’s) Per Share 
WTI oil Price ($US/bbl) $16.00 $1.00 $250 $0.02 
Oil Production (bbls/d) 500 100 $560 $0.04 


Gas Production (MMcf/d) 1.0 0) $525 $0.04 
Business Outlook 


Talon anticipates continued strong growth for the upcoming year, from its inventory of natural gas related 
projects currently underway in the Peace River Arch area. Improvements in oil pricing will allow for additional 
growth from secured oil projects, which can also be exploited. Continued low operating and administrative costs 
and light oil production will provide Talon with high netbacks in this low oil price environment. Throughout the 
past year, Talon has aggressively expanded its undeveloped land base which now allows it to high-grade its 
inventory of internally generated exploration prospects to fuel future growth. Talon is in a strong financial 


position and capable of pursuing opportunities that generate growth through drilling and/or acquisitions. 
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MANAGEMENT’S REPORT TO SHAREHOLDERS 


The accompanying financial statements were prepared by management in accordance with accounting prin- 
ciples generally accepted in Canada. Financial and operational information presented elsewhere in this annual 


report is consistent with that shown in the consolidated financial statements. 


Management has established procedures and systems of internal control designed to provide reasonable assur- 
ance that assets are safeguarded and that relevant and reliable information is produced in a timely manner. 


KPMG, an independent firm of Chartered Accountants, appointed by the shareholders have examined the 
financial statements in accordance with generally accepted auditing standards and their report is presented with the 


- financial statements. 


The Directors are responsible for ensuring that management fulfils its responsibilities for financial reporting 
and internal control through the Audit Committee. This committee meets with management and the external audi- 
cs tors to satisfy itself that management responsibilities are properly discharged and to review the financial statements 
before they are presented to the Directors for approval. The financial statements have been approved by the Board 
of Directors on the recommendation of the Audit Committee. 


Larry W. Lefaivre | Wayhe J. Skinner 


- President and Chief Executive Officer Vice-President 
May 27, 1998 


_ AUDITORS’ REPORT TO THE SHAREHOLDERS 


We have audited the balance sheets of Talon Petroleums Ltd. as at March 31, 1998 and 1997 and the state- 
ments of operations and retained earnings and changes in financial position for the year ended March 31, 1998 and 


the period from incorporation on March 5, 1996 to March 31,1997. These financial statements are the responsibil- 
ity of the Corporation’s management. Our responsibility is to express an opinion on these financial statements 
based on our audits. 


We conducted our audits in accordance with generally accepted auditing standards. Those standards require 
_ that we plan and perform an audit to obtain reasonable assurance whether the financial statements are free of 


_ material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclo- 
sures in the financial statements. An audit also includes assessing the accounting principles used and significant 


estimates made by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial position of the 
Corporation as at March 31, 1998 and 1997 and the results of its operations and the changes in its financial position 
for the year ended March 31, 1998 and the period from incorporation on March 5, 1996 to March 31,1997 in 
accordance with generally accepted accounting principles. 


KPre 


Chartered Accountants 


Calgary, Canada 
May 27, 1998 
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TALON PETROLEUMS LTD. 


Balance Sheets 
March 31, 1998 and 1997 


Assets 
Current assets: 


Cash and term deposits 
Cash held in trust 
Accounts receivable and prepaids 


Capital assets (note 2) 


Liabilities and Shareholders’ Equity 
Current liabilities: 

Accounts payable 

Due to shareholders (note 7) 


Site restoration 
Deferred income taxes 


Shareholders’ equity: 
Share capital (note 4) 
Retained earnings 


Subsequent event (note 3) 


See accompanying notes to financial statements. 


On behalf of the Board: 


, Director 


, Director 


1997 


$1,360,603 
75,000 
431,044 


359305329 


1,663,682 


$3,530,329 


$1,368,778 


1,454,107 


15,000 
2,500 


2,026,687 
32,035 


2,058,122 


$550.02) 
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TALON PETROLEUM LTD. 


Statements of Operations and Retained Earnings 
Year ended March 31, 1998 and for the period from incorporation on March 5, 1996 to March 31, 1997 


Revenues: 

Oil and gas sales 

Other income 

Royalties, net of Alberta Royalty Tax Credits 


Expenses: 

Production 

Administration 

Interest 

Depletion, depreciation and site restoration (note 2) 


Income before income taxes 
Deferred income taxes (note 5) 


Net income 
Retained earnings, beginning of period 


Retained earnings, end of period 


Net income per common share: 
Basic and fully diluted 


See accompanying notes to financial statements. 
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1997 


$ 523,427 
195192 
(18,891) 


230/28 


249,220 
LIT 573 


123,400 


484,193 


395535 
7,500 


32,035 


$932,035 


TALON PETROLEUMS LTD. 


Statements of Changes in Financial Position 
Year ended March 31, 1998 and for the period from incorporation on March 5, 1996 to March 31, 1997 


; _—s 1oo7, 
Cash provided by (used in): 
Operations: 
Net income Ss 32,035 
Items not requiring cash from operations: 
Depletion, depreciation and site restoration 123,400 
Deferred income taxes 7,500 
Funds from operations 162,935 
Net change in non-cash working capital items 899,835 
1,602,770 
Financing: 
Issue of common shares 300,620 
Common share and special warrant issue costs (146,931) 
Due to shareholders 7,870 
Issue of special warrants 1,867,998 
2,029,597, 
Investments: 
Purchase of capital assets (1,489,802) 
Acquisition of Talon Energy Inc., net of cash (166,922) 
(1,656,724) 
Increase (decrease) in cash position 1,435,603 
Cash position, beginning of period ~ 
Cash position, end of period $1,435,603 


Funds from operations per common share: 


$ 0.02 


Basic 
Fully diluted 


Cash position consists of cash and term deposits and cash held in trust. 


See accompanying notes to financial statements. 
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TALON PETROLEUMS LTD. 
Notes to Financial Statements 
Year ended March 31, 1998 and for the period from incorporation on March 5, 1996 to March 31, 1997 


Description of business: 
Talon Petroleums Ltd. (the “Corporation”’) is a public company incorporated under the Business Corpora- 
tions Act (Alberta) engaged in the production, development and exploration of oil and natural gas in 


Canada. 


The Corporation was originally incorporated as 686688 Alberta Ltd. on March 5, 1996 and pursuant to 
Articles of Amendment changed its name to Talon Petroleums Ltd., removed the private corporation 
restrictions and reorganized its share capital. On March 31, 1998 the Corporation was amalgamated with 
its wholly owned subsidiary, Talon Energy Inc. (see note 7). 


1. Significant accounting policies: 


(a) Capital assets: 


The Corporation follows the full cost method of accounting for petroleum and natural gas operations, 
whereby all costs associated with the exploring and developing of petroleum and natural gas properties 
and related reserves are capitalized into a single Canadian cost centre. Such costs include land acquisi- 
tion, drilling of both productive and non-productive wells, geological and geophysical expenses and well 
equipment. 


Gains and losses on the sale or disposition of petroleum and natural gas properties are not ordinarily 
recognized except under circumstances, which result in a major revision of depletion rates. 


Capitalized costs, together with estimated future capital costs associated with proven reserves, are de- 
pleted using the unit-of-production method which is based on estimated proven reserves of petroleum and 
natural gas before royalties as determined by an independent engineer. For purposes of the depletion 
calculation, natural gas reserves and production are converted to equivalent volumes of crude petroleum 
based on their approximate relative energy content. 


The Corporation applies a ceiling test to capitalized costs to ensure that such costs do not exceed future 
net revenues from estimated production of proven reserves, using constant prices in effect at the 
Corporation’s balance sheet date. Future net revenues are calculated after deducting general and admin- 
istrative expenses, financing, income taxes and future site restoration costs. 


(b) Future site restoration costs: 


Estimated site restoration costs are provided over the life of the proven reserves on a unit-of-production 
basis. Costs are estimated each year by management based on current regulations, costs, technology and 
industry standards. The annual charge is included in the provision for depletion, depreciation and site 
restoration and the actual site restoration expenditures are charged to the accumulated provision account 
as incurred. 


(c) Financial instruments: 


Financial instruments of the Corporation consist mainly of accounts receivable and accounts payable and 
accrued liabilities. There are no significant differences between the carrying values of these amounts and 
their estimated market values as at March 31, 1998. 
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(d) Flow-through shares: 


The resource expenditure deductions for income tax purposes related to exploration and development activi- 
ties funded by flow-through share arrangements are renounced to investors in accordance with income tax 
legislation. Petroleum and natural gas properties and share capital are reduced by the estimated tax benefit 
of the renounced tax deductions when the expenditures are incurred. 


(e) Measurement uncertainty: 


The amounts recorded for depletion and depreciation of capital assets and the provision for site restoration 
costs are based on estimates. The ceiling test calculation is based on such factors as estimates of proven 
reserves, production rates, petroleum and natural gas prices and future costs. By their nature, these esti- 
mates are subject to measurement uncertainty and may impact the financial statements of future periods. 


(f) Joint venture operations: 


The majority of the oil and gas operations of the Corporation are conducted jointly with others and, accord- 
ingly, these financial statements reflect only the proportionate interests of the Corporation in such activities. 


(g) Per share amounts: 


Per share amounts are calculated using the weighted average number of common shares outstanding during 
the period. The fully diluted net income per share assumes the exercise of all outstanding options and 
warrants into common shares. 


Capital assets: i 


IY 
Petroleum and natural gas properties moti 2,082 
Accumulated depletion and depreciation 108,400 
Net book value $1,663,682 


During the year ended March 31,1998, general and administrative expenditures relating to exploration and 
development activities totalled approximately $139,000 (the period from incorporation on March 5, 1996 to 
March 31, 1997 - $nil). As at March 31, 1998, capital assets included approximately $791,400 (March 31, 
1997 - $nil) relating to undeveloped properties, which have been excluded from the depletion calculation. 
The carrying value of the petroleum and natural gas properties have been reduced by $715,800 (March 31, 
1997 - $132,000) representing the tax benefits of exploration and development expenditures renounced to 
shareholders in connection with flow-through share agreements. 


The estimated future site restoration costs to be accrued over the remaining life of proven reserves are 
approximately $442,000 (March 31, 1997 - $324,000). 
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3. Revolving line of credit: 


As at March 31, 1998, the Corporation had available a $1,700,000 (1997 - $250,000) revolving line of credit 
which was undrawn at March 31, 1998. Subsequent to March 31, 1998, the revolving line of credit was 


increased to $3,000,000. 


4. Share capital: 
(a) Authorized: 


Unlimited number of preferred shares 


Unlimited number of common shares 


(b) Issued: 
19907; 
Number Consideration 

Common shares: 
Balance, beginning of period = $ = 
Issued upon conversion of 

special warrants = = 
Issued for cash on initial 

public offering = = 
Issued for cash 2,200,000 220 
Issued upon acquisition of 

petroleum & natural gas properties 600,000 300,000 
Issued for cash on incorporation 4,000,000 400 
Balance, end of period 6,800,000 $ 300,620 
Special warrants: 
Balance, beginning of period _ = 
Issue of Class A special warrants 2,500,000 1,000,000 
Issue of Class B special warrants 2,500,000 1,000,000 
Conversion to common shares = = 
Balance, end of period 5,000,000 $2,000,000 
Cumulative tax benefit relating to 

renounced expenditures ~ (132,002) 
Cumulative issue costs, net of 

deferred income taxes of 

approximately $136,000 

(1997 - $5,000) - (141,931) 

$2,026,687 


Pursuant to flow-through share offerings, the Corporation renounced $1,999,999 of qualifying expenditures 


to March 31,1998 of which approximately $nil is to be renounced subsequent to March 31, 1998. 
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(c) Stock options: 


The Corporation has a stock option plan whereby the Board of Directors of the Corporation may allocate 
non-transferable options to purchase common shares to directors, officers, employees and consultants of 
the Corporation. As at March 31, 1998, 720,000 (March 31, 1997 - 460,000) options were outstanding. 
Each option entitles the holder to acquire one common share of the Corporation at a price of $0.75 per 
share and expire on various dates to March 6, 2003. 


Pursuant to a Share Option Agreement dated December 17, 1997, and as part of the consideration granted 
when the Corporation completed its private placement financing in December, 1997, Yorkton Securities 
Inc. was granted an irrevocable, non-transferable option to acquire, until December 17, 1998, 100,000 
common shares of the Corporation at a price of $1.00 per share. As of March 31, 1998 this option has not 
been exercised. 


Pursuant to a Share Option Agreement dated June 10, 1997, and as part of the consideration granted when 
the Corporation completed its initial public offering, Yorkton Securities Inc. was granted an irrevocable, 
non-transferable option to acquire, until November 15, 1998, 100,000 common shares of the Corporation 
at a price of $1.00 per share. As of March 31, 1998 this option has not been exercised. 


(d) Common shares in escrow: 


Pursuant to an Escrow Agreement dated May 16, 1997, 6,250,000 common shares were held in escrow 
subject to various release conditions. On February 11, 1998, 937,500 common shares were released from 
escrow in accordance with the terms of the Escrow Agreement, all of which, effective May 22, 1998, 
became free trading. 


Income taxes: 

The provision for income taxes differs from the result which would have been obtained by applying the 
combined Federal and Provincial income tax rate to the Corporation’s income before taxes. The difference 
results from the following items: 


1997 
Combined Federal and Provincial income tax rate 44.6% 
Expected income tax expense $ 17,600 
Increase in income taxes resulting from: 
Resource allowance (8,300) 
Non-deductible royalties and mineral tax 7,500 
Alberta Royalty Tax Credits (5,400) 
Depletion and depreciation without equivalent basis for 
income tax 5,700 
Other 500 
Small business rate reduction (10,100) 
$ 7,500 


As at March 31, 1998, the Corporation had cumulative income tax deductions totaling approximately 
$3,200,000, including reported non-capital losses for income tax purposes of approximately $181,000. 
The net book value of assets exceeded the related cumulative income tax deductions by approximately $1,674,000. 
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Corporate tax returns are subject to assessment by taxation authorities in the normal course of business. The 
results of any assessments will be accounted for as a charge to income in the period in which they occur. 


Weighted average number of common shares: 


Weighted average number of common shares: 


1997 
Basic 5,350,000 
Fully diluted 7,681,000 


Fully diluted net income and funds flow per common share reflect the effect of the exercise of the outstanding 
warrants and options. Income on the funds which would have been received had the options and warrants been 
exercised, has been imputed at the rate of 4.3% (1997 - 4.3%) after tax. 


Related party transactions: 


(a) Acquisition of Talon Energy Inc.: 


Effective November 1, 1996, the Corporation acquired all of the issued and outstanding shares of Talon En- 
ergy Inc., a corporation controlled by the president and director of the Corporation, for cash consideration 
totaling $287,801. 


This acquisition has been accounted for by the purchase method whereby the assets and liabilities have been 
recorded at fair market values and the operating results of Talon Energy Inc. have been included in the 
Corporation’s financial statements from the effective date of the acquisition. The total purchase price has been 
allocated as follows: 


Cash $ 120,879 
Other working capital, net (37,899) 
Capital assets 282,280 
Due to shareholders (77,459) 
Consideration rendered $ 287,801 


(b) Due to shareholders: 


The due to shareholders amount was non-interest bearing, unsecured and had no set terms of repayment. 


(c) Joint activities: 


During the period from incorporation on March 5, 1996 to March 31, 1997, the Corporation acquired an 
interest in a property for cash consideration totaling approximately $195,000 from a corporation in which a 
past director of the Corporation is the president. 


Consistent with industry practice, the Corporation carried on development and production activities in joint 
ventures with this corporation. The aggregate balance owing to this corporation at March 31, 1997 totalled 
$701,745. 


Comparative figures: 


Certain of the comparative figures have been reclassified to conform with the current year’s financial state- 
ment presentation. 
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